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IN THE UNITED STATES COURT OF APPEALS . 


FOR THE NINTH CIRCULT 


No. 22,751 
DON R. THOMPSON AND MILDRED THOMPSON, 
Petitioners 
Vv. 
COMMISSIONER OF INTERNAL REVENUE , 


Respondent 


ON PETITION FOR ReVieW OF THE DECISION OF THE 


TAX COURT OF THE UNITED STATES 
BRIEF FOR THE PETITIONERS 


OPINION BELOW 
The opinion of the Tax Court (R. 93) is reported at 49 T.C. 
Mo. 24. 
JURISDICIION 
Fevitioners ere individuals and at all relevant oar re- 
sided at 334 Calle de la Azucena, Tucson, Arizona. 
iwaswnetition is filed pursuant to the provisions of Secticns 
T482(a) , 7482(b), and 7483 of the Internal Revenue Code and involve in- 


Core tax for the year 1563. 


ee 
The respondent is the duly appointed, qualified and acting 


, 


Commissioner of Internal Revenue of the United States. 

A notice of deficiency was mailed tc petitioners on Decem- 
ber 8, 1965. On January 13, 1966, petitioners paid the amounts of 
the proposed deficiency plus interest thereon (in the amount of 
$4 350.43 of deficiency for the year 1963 plus interest of $456.80, 
and $1,910.19 of deficiency for the year 1964 plus interest of $85.96, 
a total of $6,803.38). On February 28, 1966, within the time permitted 
by Section 6213 of the Internal Revenue Code, petitioners filed a 
petition for redetermination with the Tax Court. Issue was joined 
by the filing of respondent's answer on April 22, 1966. The case was 
tried in Phoenix, Arizona on February 13, 1967 before the Honorable 
C. Rogers Arundell. On December 15, 1967, the Tax Court filed its 
Opinion directing that a decision be entered under the Wax Cena 
Rule 50. The opinion by Judge Arundell was not reviewed by the Tax 
Court. On February 5, 1968, the Tax Court entered its decision or- 
dering and deciding that there were overpayments of federal income 
taxes for the years and in the amounts previously set forth but that 
the petitioners were not entitled to the investment credit they had 
claimed for 1963. The case was brought to this Court by a petitim 
for review filed April 5, 1968, within the three mcnth period) pme— 
scribed in Section 7463 of the Internal Revenue Code of 1954. Juris-— 


diction is conterred on this Court by Section 7482 of that Code. 


ae 
QUESTION PRESENTED 

Whe sole question for decision is wnether the petitioners 
are to be denied an investment credit on certain property which they 
purchased in 1963 solely because they had at a prior time owned the 
property . 

STATUTES AND REGULATIONS INVOLVED 

The applicable provisions of the statutes, regulations, and 

Congressional Committee Reports are set forth in the Appendix, infra. 
STATEMENT 

The basic facts in this case are not in dispute. They were 
Stipulated or admitted in the pleadings. 

On December 4, 1957, petitioers entered into a lease agree- 
ment with the ovmers of certain premises located in Tucson, Arizona. 
Shortly thereafter, petitioners commenced the conduct on these leased 
premises of a business knowm as Redwood Lodge, a restaurant. On 
April 2, 1962, petitioners sold the business, including all the per- 
sonal property used in connection therewith, to Redwood Gay Nineties 
Meee nea corporation. To secure part of the purchase price, a note 
and chattel mortgage were taken. (R. 22.) 

The purchasers failed to make the paynents on the said note 
and mortgage, and the mortgage was foreclosed and the property pur- 
chased by petitioners on April 4, 1963. ‘The corporation, Redwood Gay 
Nineties Lodge, and its stockholders, were not related to petitioners 
within the meaning of either Section 267 or 197 (>) or ne Intemal 


Revenue Code cf i954. (PR. 22.) The property se purchased by peti-~ 


ay aes 
tioners on April 4, 1963, included $46,371.71 of tangible persmal 
property with a useful life of seven years. (R. 23, R. 93, R. 95, 
Exhibit B of Joint Exhibit 3-C.) 

Petitioners had a gain on the purchase of tne property. This 
gain, amounting to $19,593.49, consisted of the amount by which the 
fair market value of the property purchased exceeded the income tax 
basis of the note that was used to pay for the property. (Exolana- 
tiome:, R. 6; R. 93.) 

The acquisition by petitioners on April 4, 1963 of the 
property referred to was a purchase of the property within the mean- 
imener Section 179(d)(2), IRC, and the property was thereafter used 
by the petitioners and not by the corporation whicn had previously 
been using it. The property was, however, tne property which had 
been owned and meee ay petitioners for over four years pr1or vem a. 
sale of the property on April 2, 1962. (R. 93-4.) 

Inasmuch as the acquisition of the property qualified as a 
purchase within the meaning of Section 48(c)(1) [which incorporates 
the definition of 179(d)(2)], petitioners claimed an investment credit 
in connection with the acquisition of such property. Upon audit of 
petitimers' income tax return for 1963, this investment credit was 
disallowed by respondent on the basis that the property did not 
qualify as "used section 38 property" because of the statutory pro- 
vision that "provercy shall not be treated as ‘used section 38 
property’ if, after its acquisition by the taxpayer, it is used by™a 


persG@i wno usedW@euch proverty before sucd acarisa: ioe 


Pas 

Before the Tax Court, petitioners contended that the statu- 
tory language regarding use of the property prior to acquisition was 
ambiguous and that tne Court should look to the legislative purpose 
Smee secnactment. Petitioners further contended that when that 
legislative purpose was examined, it would be clear that Congress had 
in mind situations where the property was being used immediately be- 
Betemits acquisition by the same person wno used such property im- 
Mediavely aiter its acquisition and that the quoted provision of 
Section 48(c)(1) was enacted "to prevent abuse." 

Respondent contended that the statutory language was not 
ambipuous, and therefore the Court should disallow the investment 
@y-die cecause of the clear dictate of the statute. 

Pome trial, vhe altomey for respondent admitted, in 
Hesponse tO a aiecuien iveneeme presiGdins judpe, that pevivicner 
"Should have available to him the investment credit that he would 
Mave as a purchaser, and it was not the intent of Congress to deny 
him the investment credit in such a circumstance as this." (Transcript 
fe lames 11-23.) 

The Tax Court appears to have agreed with petitioner that the 
language of the statute is ambiguous, for it is stated in the Opinion, 
"at the outset, it snould be noted that our only problem here is to 
determine the intent of Congress in enacting the second sentence of 
Section 48(c)(1) . . ." (R. 98.) If the statutory language were clear 
end unambiguous, there would be no need to resort to a determination of 


Mee dnvent of Copyress. 


Bee 

The Tax Court disagreed with petitioners’ suggested reword- 
ing of the statute to reflect the Congressional intent. (R. 99.) The 
Court explained that, "In the first place, it (the statutory provision) 
only applied to property acquired by purchase after Decenber 31, Woe 
Petitioners first acquired this property in or about 1957." (Lines 
1-3, R. 101.) The Court concluded that, "We express no opinion on 
facts different from those presented in the instant case." (R. 101.) 

SPECIFICATION OF ERRORS RELIED UPON 

The Tax Court erred in: 

1. After impliedly concluding that the statutory language 
was ambiguous, and that resort should be had to the Congressional 
history, failing to give adequate weight to the Congressional reason— 
ing for inserting the subject provision in Section 48(c)(1) and there- 
fore failing to interpret the statute to carry out the Congressional 
purpose. 

2. Failing to give any weight to the admission by respondent 
av trial that if the statute was ambiguous, then the intenv of omgegres. 
was not to deny petitioners an investment credit in such a circumstance 
as this. 

3. Determining, contrary to the statute, the stipulations 
and the positions of both parties, that a purchase within the meaning 
of Section 48 had not taken place in 1963. 

4, Entering a decision for respodent in accordance with 
its erroneous interpretation of the Congressional intent, the law, wand 


the pesitions of the parties in connection with the question ofieedeqs: 


Sara 
SUMMARY OF ARGUMENT 

Section 48(c)(3), IRC, provides that the term "purchase" 
shall have the meaning assigned by Section 179(d)(2). The transaction 
whereby petitioners acquired the subject property in 1963 qualified 
as a purchase as that term is defined in tne statute. 

Since the statutory language dealing with prior use is sus- 

Be epeable Or more than one interpretation, resort must be had to the 
Congressional intent in enacting the provision. An examination of the 
eempies set forth in the committee report accompanying the bill shows 
Emaewecach Of the situations there described had two characteristics: 

ue lgemsidentity. of the perscn Using the property was the 
Pem@embciore the change of ownership as after it; and 

é. The transaction in which ownership changed was one in which 
there would normal ly be no ifmestment credit recapturcd. 

Since the purpose of the provisim was "to prevent abuse," it 
would appear that the abuse Congress had in mind was one in which no 
Change really took place in the identity of the person using the property 
and in which the tax collector would not be entitled to recapture the 
investment credit previously taken by the "seller." 

Neither condition is present in tne instant case. Petitioners 
Mad not been using the property before their repossession of it, although 
they had used the property previously. The corporation which "sold" the 
property to petitioners would have been entitled to an investment credit 
BPeneavs acquisition of the property, and would have been subject to an 


Gnvesurent credit recevture as 2 result cf the sexe transaction in which 


aa 
petitioners claim they are entitled to an investment credit. This is 
in sharp contrast to tne examples in the Committee Report where the 
sellers would not be subject to an investment credit recapture. It 
is obviously inequitable to allow an investment credit to a buyer when 


the seller has previously been allowed an investment credit on its 


purchase of the same proverty if that investment credit is not subject 
to recapture. Absent the recapture, the investment credit is being 
allowed twice on the same property, and petitioner contends tnat this 
was the “abuse” to which Congress directed its prohibition. If the 
investment credit of the seller is recaptured, though, then it is 
equitable that an investment credit be allowed the buyer. 


ARGUMENT 
ui 


THE TERM "PURCHASE" IS SPECIFICALLY DEFINED IN 
THE STATUTE, AND PETITIONERS' ACQUISITION IN 
1963 QUALIFIED AS A PURCHASE UNDER THAT DEFI- 
NITION. 

Section 48(c)(3) provides that '"The term 'purchase' has the 
meaning assigned to such term by Section 179(d)(2)." 

Section 179(d)(2) states that a purchase is any acquisition 
of property if certain conditions do not exist. These conditions (see 
Appendix) relate to the relationship between the person acquiring 
the property and the person from whom acquired. Such relationships 
do not exist in this case. In addition, a purchase would not exicauas 
the tax basis of the property in the hands of the verscons acquiring iv 
was determined in som: fashion by reference to the tax basis of the 


—_ 4 ca - eae . s = hd * 
propervuy in tune nends of the person from whom acauired. Petitioners 


Ago = 
Go not derive their tax basis from the persons from whom they acquired 
thewereeeercy. Ihe stipulated facts make it quite clear that this 
iMegeeeua equalities as @ purchase within the meaning of the statute, 
and respondent has never contended otherwise. 

; Even the summary of the case prepared by the Tax Court de- 
scribes the transaction involved as a purchase. here rCre. | vOeune ex— 
tent that the Tax Court held that the acquisition involved was not a 
purenase, such a finding was contrary to the stipulated facts, the 
positions of the parties, and the statute. Since such a determination 
iowoi@eal as to whether petitioner is eligible for an investment 
Sredicuwesiy is submitted that the decision should be reversed as a 
Pesuiveor this clearly erroneous finding. 


ARGUMENT 
AB 


THE STATUTORY LANGUAGE IS AMBIGUOUS AS TO TIME 

OF DISQUALIFYING USE, AND THEREFORE RESORT MUST 

BE HAD TO THE CONGRESSIONAL HISTORY OF THE 

STATUTE IN ORDER TO PROPERLY DETERMINE ITS IN- 

TENDED MEANING. 

meric tne Court below never specifically reacned 4 determin-— 

ation as to whether the statute was or was not ambiguous, its comment 
that "Our only problem here is to determine the intent of Congress in 
enacting the second sentence of Section 48(c){1), supra" (R. 98) is 
a tacit admission that the statute is ambiguous. Otherwise, no resort 
tO an attempt to determine the Congressional intent would be necessary, 


but respondent's contention that the literal language of the statute 


Dears the credit clained sould have carried the day witmout any further 


Ee Ove 
discussion. "where the language is plain and admits of no more than 
one meaning the duty of interpretation does not arise and the rules 
wnich are to aid doubtful meaning need no discussion." Caminetti v. 
Wee ce U.S. 470, 61 Uae hu? , 3frsup. Cl. gee 

The statutory language used is clearly ambiguous relative to 
the time of disqualifying use. The determination of whether a taxpayer 
is entitled to an investment credit is made at the time of cq 
so the phrase, "if, after its acquisition by the taxpayer," mist imply 
immediately after its acquisition," since otherwise the provision woul 
require clairvoyant powers to administer. But if the word "immodiately' 
is to be implied as a modifier to "after its acquisition," it seems 
consistent that it might be implied as a modifier to "before such 
acquisition" as well. Further, the article "a" in the phrase "a person 
who used such property before such acquisition" could mean "any one who 
ever used such property at any time before such acquisition," as respon 
contends it unambiguously does, or it could mean "the person, or any ome 
of the persons where more than one user is involved, who were using sud 
property before its acquisition. . ." Petitioner contends that the 
language used is susceptible of either interpretation. 

Petitioner therefore contends that the language of the statuts 
is not so clear and precise, free from ambiguity, and subject to oly @ 
possible interpretation that resort to interpretation is barred, but 
rather contends that, as the Tax Court said, "Our . . . problem here is 
to determine the intent of Congress in enacting the second sentence of 


Seccion 48(e) 1), sto." 


Sse 


ARGUSENT 
LED 


ie eROwrstON AS TO PRIOR USE WAS ENACTED "TO 
PREVENT ABUSE." WHAT WAS THE ABUSE SOUGHT TO 
BE PREVENTED? IT WAS THE OBTAINING OF AN IN- 
VESTIVENT CREDIT IN A SITUATION WHERE THE 
IDENTITY OF THE PERSON USING THE PROPERTY 
WOULD NOT BE CHANGED AND THE SELLER OF THE 
PROPERTY WOULD NOT BE SUBJECT TO AN INVESTMENT 
CREDIT RECAPTURE. 
Change in User 
Section 38, IRC, allows a credit which may be offset directly 
against income tax liability. The credit is an amount equal to seven 
per cent of "qualified investment" in both new equipment and in up to 
$50,000 per year of used equipment. Tne equipment involved must have 
eee erm@eli7e Of at least four years, and the percentage of the cost 
of the equipment which may be counted as "qualified investment" depends 
Woemmeiesaectul life of the equipment when acquired. Sections 46 and 48 
spell out these rules. 
meccion 47 provides that if a taxpayer disposes of equipment 
on wnich he obtained an investrent credit before having used that 
equipment for the useful life on the basis of which he obtained the 
investment credit, he must repay to the government the "unearmed" 
portion of the investment credit. This is the "investment credit re- 
capture" provision. 
In the case of new property, tne investrent credit presented 
no opportunities for abuse by taxpayers. But used property involved 
a complication. A taxpayer using property could arrdaice a transaction 


Mere oy tS procurvy vas ostensibl, sold, although the sare vser con- 


- le - 


tinued to use it, and thereby create an investment credit for used 
property in a situation where Congress had not intended an investment 
eredit to be allowed (i.e., in a situation where tnere was no actual 
change taking place in the identity of the person using the property). 

Thus, we find in the Senate Finance Committee Report on the 
pa Jr 

"| . , Used property [Section 48(c)], eligible for the eredim™ 

. of course, is not property which is new in use with the taxpayers 
To prevent abuse, however, there has been omitted from the term 'used 
property,’ available for the credit, that which is used by ajpemean . 
who used the property before such acquisition . . ." Senate Repomemiic 
1881, 87th Congress, 2d Sessim, p. 15 (1962). 

The specific language that Congress used to inpdenemuaroar 
intent reads, as we have noted, "Property shall not be treated as 
‘used section 38 property' if, after its acquisition by the taxpayer, 
it is used by a person who used such property before such acquisition 

." (IRC 48(c)]. 

We have ssen that the stated purpose of this particular 
language was "to prevent abuse" of the allowance of an investment 
credit for used equipment. What abuse? The Senate Finance Committee 
Report illustrated the abuse that the Committee had in mind by giving 
several exerples (enphasis supplied): 

"Tous, if property were sold under a sale and leaseback ar- 
rangement, such property in the hands of the purchaser-lessor would not 


be used section 38 preperty since the property, after its acquisition, 


=o 
is being used by the same person who used it before the acquisition. 
pamuelerly, wnere a taxpayer has been leasing property, and subsequently 
purchases such property (whether or not the lease contained a purchase 
option feature), such property is not used section 38 property with 
respect to such taxpayer, since it is being used by the person who used 
Pu@eneproperty before its acquisition. Im addition, if property owned 
Semeeooo! 15 sold subject to a lease or is sold upm the termination 
of a lease, the property will not qualify as used section 38 property 


with respect to the purchaser, if thereafter the property is used by a 


dessee who used the property before the acquisitio." Senate Report 
mee tool, supra, p. 158. 

All of these examples deal with situations wnere there is no 
Change taking place in the person who is using the property. In the 
ee mtenwena leaseback, the legal title to the property is being trans-— 
ferred, but the former owner continues to use the property without 
Gicerruption. If a lessee purchases property which he has been leasing, 
B@ete to NO interruption in his use of the property. If property is 
Sold subject to a lease, the lessee continues to use the property without 
eneerruption. 

What, then, is the abuse to which Congress directed this pro- 
Mision? From the exarples given, it seems clear that Congress was con- 
Cermed that an investrrent credit might be obtained when, in fact, there 
Was no change in the identity of the person using the property. 

Congress could have said, "Property shall not be treated as 


Memecesectian 35 oronesty' if, after its acquisition by the taxpayer, 


r 


it is used by the person who used such prope:'ty before such acquisitiga 


Soya 


." In such an event, petitioners’ position would be clearly corregg 

In fact, the Committee used this language in two of its examples. Hows 
ever, this would not have fully solved the problem of insuring that ther 
was a real change taking place in the identity of the person using the 4 
property, for there are types of property ee Bee used by more than one 
person. For example, a truck may be leased to X for use one day of the 
week and to Y vor five days of the week; or a computer may be leased UG 
X, Y and Z on & time-sharing basis. (For an example of multiple compute 
use, see Allis Chalmers Mfg. Co. v. U. S., (DC-Wisc. 1961) 8 AFTR 2a 
5668, 200 F. Supp. 91, in which a computer was being used by six indus— 
trial and public utility corporations.) Use of "the person" instead of 
"a person" would not have covered the purchase of the truck by Y or of 
the computer by Z. That the Congress was aware of miltiple user problem 
seems apparent (p. 158, supra) from the Committee Report comment that 
property could be treated as used section 38 property even though the 
purchaser had "also made some casual use of it before acquisition." 
Relationship to Investment Credit Recapture 

It is also important to note that the three examples given by 
the Committee (sale and leaseback, purchase of property by lessee, sale 
of leased property subject to the lease) all have snother characteristic 
in common. None of these transactions results in an investment credit 
recapture. 

Regs. 1.47-3(¢). states that "Notwithstanding the provisims of 


section 1.47-2. relating tn dispcesition and cassstiin, paragraph (a) of 


Pa 5 
Section 1.47-1 shall not apply where Section 38 property is disposed 
of and as part of the sam= transaction is leased back to the vendor : 
even though gain or loss is recognized to the vendor/lessee and the 
Dropervy ceases to be subject to depreciation in his hands." Similarly, 
Regs. 1.47-2(b) provides that, where a lessee has received an investment 
Seeeeiee the disposition of the property by the lessor shall not trigger 
recapture of the investment credit that was involved in connection with 
the proverty. 

This we should contrast with the basic situation faced in the 
arstant case, bearing in mind that the decision of this Court as to the 
meaning of this statute is going to apply to not just this taxpayer but 
to other taxpayers who use property, sell it in a bona fide transaction 
but receiving a chattel mortgage back, and ultimately have to foreclose 
on that chattel mortgase. As pointed out by respondent at trial 
(Transcript 9), the implication of the Government's position is that 
any prior use, other than casual use, disqualifies from the investment 
credit. The property may have originally been acquired on any date, 
Sold, and tnen reacquired five, ten or any number of years later. Any 
prior use permanently "taints" the property! 

Assure in the three situations below that equipment (new or 
used) with a thirteen year life is purchased by A for $50,000, held for 
three years, and then sold to B for $40,000. in turn, B uses the equiv- 
ment for three vears and it is then reourchased (repossessed or fore- 
closed) by A when its value is $30,000. The three situations are: 


1. Tne examples in the Congressional Cormittee Peports. 


— one 


2. The rule propounded by the Tax Court. 


3. Tne rule argued for by petitimers. e 
Committee Tax Court Petitioners 
Examples Rule Contention 
eee oo 
1. Investment credit when 
A purchases $ 3,500 $ 3,500 $ 3,500 — 
7 
2. Recapture when A sells 
to B 0 (3,500) (3,509) 
3. Investment credit to B 
on purchase 0 2 ,800 2 5600 
( 
4, Recapture from B when A . 
reacquires 0 (2,800) (2,800) | 
5. Investment credit to A 
on repurchase 0 0 Pe liCay | 
Net Investment Credit $ 3,500 2 0 $ 2 100 


Granting an investment credit in Step 5 above would be a dupli 


cation in the situations covered by the Committee's examles, since ther 


has been no recapture. Failure to grant the investment credit in step 
under the Tax Court rule means that no net investment credit is granted 


to anyone. Allowing an investment credit in step 5 above, as per peti- 


a 


tioners' contention, produces a result comparable to the Committee Repor 


examples. 


It is stated in Mertens Law of Federal income Naxation, Vol. 1 


I 


eo p. 25m Tne purpose of construction is to harmonize the law and 


eee 


Save ambiguous statutes from ineffectiveness. The legislative intent 


is to be drayn from the whole Statute, so that a consistent interpret a- 


tion may be reached and no part shall perish or be allowed to defeat 
enother. Ns or 


wet at fy arate moe fea ae oe eel Seo lea ie S Rg 
we DPOViSieN Of @ Statute stands alois, bub each mist Gemeead 


ae 
with the others bearing upon it. A construction of a revenue statute 
conforming to the purpose of the statute and to the purpose of the 
Seger oesional enactment es an organic whole is preferred over a con- 
struction thwarting and distorting that purpose." (Citations omitted. ) 

The interpretation contended for by respondent appears to 
Siearly frustrate the purpose of not only this legislation but of other 
tax law provisions. If the seller of property must repay the investment 
eredit he previously took when he sells that vroperty, but cannot ob- 
bain an investment credit if he must repurchase the property which he 
folic, this is bound to act as a deterrent to making sales for other 
Bienecash. This becomes difficult to impute to Congress when we con- 
sider that in Section 453, IRC, the Congress has provided for over 40 
years a vrovision which has as its avowed purpose the encouragement of 
installrent sales of property by allowing the sellers to report their 
gain on sale only as they collect the sales proceeds. When it appeared 
to the Congress in 1964 that taxation of sellers of real property upon 
repossession of such real property was imposing an undue burden on such 
transactions, the Congress enacted Section 1038, IRC (P. L. 88-570, 
Septerber 2, 1964) to provide that such repossessions did not produce 
Pam to the seller. 

This Court itself has rejected attempts to deprive taxpayers 
of the benefit of the installment sale provisions as "punishment" for 
mevine failed to correctly report an installment sale transaction, com- 
Menvins, "No forfeiture or penalty is assessed ly law ree such a mistake 


meertinc the Ya. Court in error in its imvositicn of a penalty on 


* 
-~ 18 - ; 
taxpayer . ." The penalty involved was refusal of the right to take 
advantage of Section 453. Peter Mamula v. Commissioner, 15 AFTR ed 
1269, W272; 346 F. 2a 1016. 

In spite of this, are we to infer unto Congress an intent, 
nowhere expressed in the statute or committee reports, to impose a 
penalty on those persons making installment sales of business equipment 
who subsequently have to repossess that equipment? Did Congress intend 
that sellers, faced with an investment credit recapture on the sale of 
equipment , should hesitate to make deferred payment sales because they 
would not be entitled to an investment credit (to offset in part that 
which had been recaptured) in the event that the property would have to 
be taken back? 

It is hard to imagine that a Congress which was trying to en= 
courage small ree (the provision allowing an investment credit on 
used equipment being mainly for their benefit, as was the provision 
allowing the investment credit to offset tax liability 100 per cent for 
up to $25,000 of tax, but only 25 per cent on tax above $25,000) and 
was concerned about the poor, the underprivileged, the minority groups, 
having such an intent. It is these groups who would be most affected 
by any disinclination of sellers of business equipment to make deferred 
payment sales. 

It certainly cannot be construed as the intent of Congress 
that taxpayers siiould be permanently deprived of any irvestment credit 
at all simply because a bona fide sale of proverty is succeeded by" 


bona fide repessessinn of the vrorerty sold. Yet this is OXaGct iy ay tere 
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respondent would have the Court believe that Congress intended to in- 
flict upon the small businessmen of tne United States. 

Examie 


In 1963, Taxpayer X purchases new equipment 
to use in his business at a cost of $70,000, and 
with a useful life of 8 years. On his 1963 in- 
come tax return, he takes an investment credit of 
$4,900. In 1966, he sells this equipment to Y 
for $50,000. On his 1966 tax return, X must re- 
port as an addition to his tax the $4,900 of in- 
vestment credit which he took in 1963 (IRC 47). 


However, when X sold the equipment to Y, he 
took back a chattel mortgage to secure the unpaid 
balance of the selling price. In 1968, X fore- 
closes on his chattel mortgage and reacquires the 
equipment. The balance on the mortgage at that 
time is $25,000, which is also the value of the 
equipment. X will be considered as having pur- 
chased the equipment at a cost to him of $25,000. 
If the equipment at that time has a useful life 
of four years, X would be entitled to an invest— 
ment credit of one-third of 7 per cent of $25,000, 
or $583, other than for respondent's interpreta- 
tion of the law. 


X certainly is entitled to some investment 
credit sometime, in all fairness and logic. He 
has engaged in exactly those kinds of transactions 
which the investment credit was designed to 
stimulate. He has not, in any manner, abused the 
investrent credit. While the law provides no 
mechanism to restore to nim the $4,900 investment 
credit wnich he had to pay back in 1966, certainly 
he should not be also penalized by being deprived 
of the $583 of investment credit in 1968 unless it 
is quite clear that Congress intended such de- 
privation. 


summary 
The Congressicnal Committee Report illustrates the types of 
Situations wnich were in. the minds of Congress when this piece of 


lesislation was é1actec. Tnese are situations where GCovine titl= to 
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the property changes, but the property continues to be used by the sane 
person(s), and (2) the "disposition" of the property in the transacti " 
involved does not normally result in a recapture of the investment aol 
Allowing an investment credit under such circumstances would be a double 
abuse of the investment credit provisiom, since not only would the 
investment credit be twice allowed on the same equipment but also the 
economy would not be aided at all by such a transaction. The economy i 
aided by having the assets of a dormant business purchased, and the 
business revitalized and employment given to persons otherwise unemployé 
and this is exactly wnat happened in the instant situation. 

In the instant situation, Redwood Gay Nineties Lodge, a cor- 
poration, would have had an investment credit recapture in 1963 when 
petitioners purchased the subject property from them. Redwood Gay ‘ 
Nineties had been using the property for a year prior to its purchase 
by petitioners, and petitioners took over the property and commenced 
operating it only after they purchased it from Redwood Gay Nineties. 
Thus , there would be no double allowance of the investment credit if 


petitioners are allowed an investment credit. 


Each example used by the Senate Committee Report is a situa- 
tion where the person using the property immediately after the trans-— 
action was also using the property immediately before the transaction, 
and is a situation where the transaction would not normally result in 


investment credit recapture. Expressio unius est exclusio alterius. 


anete: 


CONCLUSION 


For the reasons stated above, the decision of the Tax Court 


is erroneous and should be reversed. 


Respectfully submitted, 
f 
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APPENDIX 


ternal Revenue Code of 1954: 


Spc. 30. 


INVESTMENT IN CERTAIN DEPRECIABLE PROPERLY. 


(2) Genersi Nule—There snall be allowed, as a credit against the tax 


imposed py ihis chap 


ster, the amount determined uncer subpart B of this part. 


(b) Regitations.--The Secr tary or his delegate shall preseribe such 


regulations ag may be necessar 


c 
y to carry out the purposes of this section 


and subpart 5. 


CERTAIN DISPOSITIONS, ETC. , OF SECTION 38 PROPERTY. 


(a) General Rule.--Under regulations prescribed by the Secretary or his 


Sue. 47. 
delegate— 
(1) 


Early disposition, ete.—If during any taxable year any property 


is disposed of, or otherwise ceases to be section 38 property with respect 
to the taxpayer, before the close of the uscful life which was taken into 
account in computing the ercdit under sectien 38, then the tax under this 
chapter for such taxable year shall be finercascd by an amount equal to 
the aggrezate decrease in the credits allowed undcr section 388 for aul 
prior taxable years which would have resulted solely from substituting. 
in determining qualified investment, for such useful life the period begin- 
ning with the time such property was placed in service by the Lax paver 
and ending with the time such property ceased to be section 38 property. 


(2) Property becomes public utility property.—If during any taxable 
year any property taken into accoun( in determining qualified invest- 
ment becomes public utility property (within the meaning of section 
46(c) (3) (B)), then the tax under this chapter for such taxable year’ 
shall be increased by an amount cqual to the aggregate decrease in the 
eredits allowed under section 38 for all prior taxable ycars which would 
have resulted solely from treating the property, for purposes of deterniin- 
ing qualified investment, as public utility property fafter giving due regard 
to the period before such change in use). If the application of this para- 
graph to any property is followed by the application of paregraph (1) 
to such property, proper adjustment shall be made in applying paragraph 
(1). : 

(3) Carrybacks ane carryevers adjusted.—-In the case ef any cessa- 
tion descrioed in paragraph (1) or any change in use deseribed in para- 
graph (2), the carrybacks and carryovers under section 46(b) shall be 
adjusted by reason cf such cessation (or change in use). 


(4) Property destroyed by casualty, cic.—-No increase shall be made 
under paragraph (1) and no adjustment shall be made under paragraph 
(3) in any case in which-— 

(A) any property is disposed of, or otherwise ceases to be section 

38 property with respect to the taxpayer, on account of its destruction 

or damage by fire, storin, shipwreck, or other casualty, or by reason 

of its theft, 

(2) section 33 property is placed in service by the taxpayer to 
replace the propeity described in subparagraph (A), and 

(C) the reduction in kesis or cost of such section 35 property dc- 
scribed in the fret sentence of section 46(c) (1) is ecual to or greater 
than the reduction in quelified investment which (but for this para- 
greph) sould be made by reason of the substitution required hy 
paregraph (1) with respect ts the property Geyerihed in subparagraph 


(f.). 
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(2) Secilea ivet to Appiy In Certaln Casee--Sunsectron (aw) smau noe 


apply to— 
(1) a transfer by reason of death, or 
(Z) a trensaction to which section 3$1(a) applies. 


he section 33 foe with Pesce to the caren on reason of a mere 
Cralecren ac ie zm of conducting the trade or business so long as the property 
< in stich trade or business as section 3S property and the taxpayer 
relainus a sh Saas al interest in such trade or business. 


(c) Spee! TMule—Any Increase in tax: under subsection (a) shall not 


be treated as tax upeeed by this chapter for purposes of determining the 
amount of any credit ajlowable under subpart A. 


SEC. 48 (c)(1). USED SECTION 38 PROPERTY. 


(1) In gencral.—fFor purposes of this subpart, the term “used sec- 
tion 38 property” means section 3S property acquired by purchase after 
December 31, 1961, which is not new section 38 property. Property shall 
not be treated as “used section 38 property” if, after its acquisition by 
the taxpayer, it is used by a person who used such property before such 
acquisition (or by a person who bears a relationship described in section 
179(d)(2)(A) or (B) to a person who used such property before such 
acquisition). 


SEC. 48 (c)(3). DEFINITIONS. 


(A) Purchase.—The term “purchase” has the meaning assigned to 
Such term by section 179(d)(2). 

(B) Cost.—The cost of used section $8 proport: does not include 
so much of the basis of such property as is determined by refer- 
ence to the adjusted basis of otha: property held at anv time by 
the poison acaulring such pronerty. ta proporty is disnosed of fothar 
than by rezseon of its destruction or damage by fire, sturm, shiptrreck, 
or other easualty. or its theft) and used section 32 property similar or 
relaicd in service or use is acaiired as a replacement therefor in a 
transacticn to which the preceding sentence does nat apply, the cost of 
the used secticn 38 property aequired shall be its basis reduced by the 
adjusted bas's of the property replaeed. The cost of used section 38 
property shall not be reduced with respect to the adjusted basis of any 
property disposed of if, by reason of section 47. such disposition in- 
volver an increase of tax or a reduetion of the unused eredit carry- 
backs or carryovers described in section 46(b). 


(C) Affiliated group.—The term “affiliated group” has the mean- 
ing assigned to such term by section 1504(a), exec ae ee 
(i) the phrase “more than 50 percent” shall he substituted for 
the purase “at east 80 percent” each place it appears in section 
1504(a), and 
(ii) ail corporations shall be treated as ineludible corporations 
(without any exclusion under section 1501(b)). 


Se on 


ee) 
tx 
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. 179 (a){2). DEFINITIONS AND SPECIAL RULES. 


(2) Purelhiase defined.—For purposes of paragraph (1), the term "Pur 
chase” means any acauisitien of property, but only if— 
(A) the property is not acquired from a person whose relationship 
to the person acquiring it would result in the disallowance of losses 
fe 3 
under section 267 or 707(b) (but, in applying section 267(b) and (c) 
for purposes of this section, paragraph (4) of section 267(c) shall be 
treated as providing that the family of an individual shall include only 
So a 
his spousa, ancestors, and lineal descendants), 
(B) the property is not acquired by one membcr of an affiliated 
proup from another member of the same affiliated group, and 
(C) the basis of the property in tho hands of the person acquiring 
it is not déetermined— 
(i) in whole or in part by reference to the adjusted basis of 
such property in the hands of the persun fror: whom acquired, or 
(ii) under section 1014(a) (relating to property acquired from 
a decedent). 


SEC. 453. INSTALLMENT METHOD. 


(a) Dealers in Personal Property.— ; : 

(1) In gencerz}.—Under regulations prescribed by the Secretary or his 
delegate, a person who regularly sells or otherwise disposes of personal 
property on the installment plan may return as income therefrom in any 
taxable year that proportion of the instalment payments actually re- 
ceived in that year which the gross profit, realized or to be realized when 
payment is conipleted, Dears to the total contraet price. 

(2) Yotal contract price.—For pirposes of paragraph (1), the total 
contract price of all sales of personal property on the installment plan in- 
cludes the amount of carrying charges or interest which is determined 
with respect to such sales and is added on the books of account of the 
seller to the established cash selling price of such property. This para- 
graph shal! not anpiy with respect to sales of personal property under a 
revolving credit type plen or with respect to sales or other dispositions of 
property the income from which is, uncer subrection (b), returned on the 
basis and in the manner prescribed in parazraph (1). 

(lb) Sales of Really and Casual Sales of Personalty.— 


(1) General rle.—Tncome from— 


(A) a sale or other disposition of real property, or 
(B) a casnal sale or other casusl disposition of personal property 
(other than property of a kind which would properly be inchided in 
the inventory of the taxpayer if on hand al the close of the taxable 
year) for a price exceeding $1,060, 
may (under rcgulations prescribed by the Secretary or his delegate) be 
returned on the basis and in the runner prescribed in subsection (a). 
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SEC. 1038. CERTAIN REACQUISITIONS OF REAL PROPERTY. 
(a) Genere! Rule.—Ifi— 
(1) 2 sale of real property gives rise to indebtedness to the seller 
which is secured by the real property sold, and 
(2) ihe seller of such property reacquires such properly in partial or 
ful satisfaction of such indcbtedness, 
then, except as provided in subsections (b) and (dad), no gain or loss shall 
result to the seller from such reacquisition, and no debt shall become worth- 
less or partially worthtess as a result of such reacquisition. 


Treasury Regulations on Income Tax (1954 Code): 


Sec. 1.47-1. RECOMPUTATION OF CREDIT ALLOWED BY SECTION 38. 


General rule—(1) In general. (i) 1f during the taxable year any 
(2) section 33 property the basis (or cost) of which was taken into aceonnt, 
under paragraph (a) of § 146-8, in computing the taxpayer’s quatified 
investment is disposed of, or otherwise eeases to be section 38 property 
or beeomes pubdlie utility property (as defined in paragraph (g) of 
§ 1.46-3) with respect to the taxpayer, before the close of the estimated 
useful Hife (as determined under subparagraph (2) (1) of this para- 
graph) which was taken into aeconnt in computing sueh qualified 
investment, then the credit earncd for the eredit year (as defined in 
subdivision (i1)(@) of this subparagraph) shall be reeomputed under 
the principles of paragraph (a) of § 146-1 and paragraph (a) of 
§ 1.46-3 substituting, in leu of the estimated useful life of the properiy 
that was taken into account originally in computing qualified invest- 
ment, the actual useful life of the property as determined under 
subparagraph (2)(ii) of this paragraph. There shall also be re- 
computed under the prineiples of $$ 146-1 and 1.46-2 the eredii allowed 
for the eredit year and for any other taxable year affected by reason 
of the reduetion in eredit earned for the eredit year, giving effect 
to sueh reduction in the eompntation of earryovers or earrybacks of 
unused eredit. If the recomputation deseribed in the preceding sentence 
results in the aggregate in a deercase (taking ito aeecount any re- 
computations under this paragraph in respect of prior recapture years, 
as defined in subdivision (11)(¥) of this subparagraph) in the eredits 
allowed for the eredit year and for any other taxable year affected by 
the rednetion m credit earned for the eredit year, then the income tax 
for the recapture year shall be inereased by the amount of such deerease 
in eredits allowed. For treatment of such inercase in tax, see paragraph 
(b) of this section. For rules relating to “tlisposition” and “cessation”, 
see §$ 1.47-2. For rules relating to certain exeeptions to the application 
of this secticn, see §$ 147-3. For special rules in the ease of an clecting 
small business corporation (as defined in section 1371(b)), an estate 
or trust, or a partnershin, sce respectively, $ 117-4, 147-5, or 147-5) 
(11) For purposes of this seetion and $$147-2 through 1.47-6— 
(@) The term “eredit year” ineans the taxable year in whieh section 
38 yn wirty was taken into account in compating a taxpayer's qualified 
Moke RS 


(f% ghe term ‘ 


‘recapiule year” means the taxable year in which 


seet. > property the basis (or cost) of which was taken into account 
m ating a taxpayer's qualified investment is disposed of, or 
ot! ceases fo be section 38 property or beecanes public utility 
pre, ith respect to the taxpayer, before the close of the estimated 
use? Which was taken into aecount b: comprting such qualificd 
inves, 

(¢) term “recapture deterruination™ means a reecmputation 


made is paragraph. 
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Sec. 1.47-2. "DISPOSITION" AND "CESSATION". 


(b) Leased property—(1) In general. For purposes of para- 
graph (a) of § 147-1, generally the mere leasing of section 35 property 
by a lessor who took the basis of such property into account in comput- 
ing his qualified investment for the credit year shall not be considered 
to be a dispesition. Tlowever, in a case where a lease is treated as a sale 
for income tax purposes such transaction is considered to be a disposi- 
tion. Leased section 35 property ceases to be section 38 property with 
respect to the lessor if, In any taxable year subsequent to the eredit 
year, such property would not qualify as section 35 property (as de- 
fined in $3.45-1) in the hands of the lessor, the lessee, or any sub- 
lessee. Thus, if, in a taxable year subsequent to the eredit year, a 
lessee uses the property predominanily outside the United States, such 
property shall be considered to have ecased to be scetion 38 property 
with respect to the lessor. 

(2) Where lessor elects to treat lessee as purchaser. For purpose 
of paragraph (a) of §$ 1.47-1, if, under § 1.48—-4, the lessor of new seetion 
35 property made a valid election to treat the lessee as having pur- 
chased such property for purposes of the credit allowed by section 38, 
the following rules apply in determining whether such property is dis- 
posed of, or otherwise ceases to be section 35 property with respect to 
the lessee: 

(i) Generally, a mere disposition by the lessor of property subject 
to a lease shall not be considered to be a disposition by the lessee. 

(ii) If the lessor makes a disposition of property subject to a lease 
to a person who may not, uncer § 148-4, make a valid election ic treat 
the lessee as having purchased such property for purposes of the eredit 


allowed by section 38S (sueh as a person deseribed in paragraph (a) (5) 
of §1.45-4), sueh property shall be considered to have ceased to be 
section 35 preperty with respect to the Iessce ou the date of such dis- 
position. 

(iii) Ifa lease is terminated and the property is transferred by the 
lessee to the lezsor or to any other person, such transfer shall be con- 
sidered to be a disposition by the lessee. 

Giv) Jf the lessee actually purchases such property in the eredit 
year or in a taxable year subsequent to the credit vear, such purchase 
shall not be cousidered to be a disposition. 

(v) The property ecases to be section 85 property with respect to 
the lessee if in eny taxable year subsequent to the credit year such 
property wonld not aunalify as section 38 property (as defined in 
§ 1.48-1]) in the hands of the lessor, the lessec, or any sublessee. Thus, 
for example, if, in a taxable year subsequent to the eredit year, a sub- 
lessee uses the property predominantly outside the United States, the 
property ceases to be section 35 property with respect to the lessee. 


Sec. 1.47-3. EXCEPTIONS TO THE APPLICATION OF § 1.47-1. 


(g) ute-and-leaseback transactions. Notwithstanding the provi- 
sions of $1.47-2, relatiug to “disposition” and “cessation”, paragraph 
(a) of § 147-1 shall not apply where scetion 38 property 1s disposed 
of aud as part of the same transaction is leased baek to the vendor even 
though gain er Joss is recognized to the vendor-lessee and the property 
ceases 1¢ be subject to depreciation in his hands. If paragraph (a) of 
§ 147-1 applies with respect to such property subsequcut to the trans- 
action, the actual useful life shall begin with the date on which sueh 
preperty was first pleeed in service by the vendor-lrssee ag owner. 


